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Final standards will apply to all CPAs engaged in business valuations.

Jam es C. H. Feldm an, CPA/ABV
CPAs who perform business valua
tions will soon have authoritative
standards to follow. The AICPA Busi
ness Valuation Subcommittee and its
Business Valuation Standards Task
Force expect to release a draft of the
new standards for pre-exposure com
ment by late Summer 2002.
The draft will be sent to all CPAs
who have e a rn e d the AICPA’s
A ccredited in Business Valuation
(ABV) designation, the AICPA Con
sulting Services Executive Commit
tee, the AICPA Business Valuation
Subcommittee, the Business Valua
tions Standards Task Force, represen
tatives of public accounting firms and
the Internal Revenue Service, and
other individuals and groups.
A revised draft of the standards will
then be issued for public comment
within another six months. The stan
dards will be published by the Busi
ness Valuation Subcommittee, chaired
by Thomas E. Hilton, CPA/ABV, on
behalf of the AICPA Consulting Ser
vices Executive Committee.
ALL CPAs MUST COMPLY

When the new standards are issued,
they will apply to all CPAs engaged in
business valuations, not only to CPAs
who have earned the ABV designation
or to CPAs with business valuation
credentials from other organizations.
The Standards Task Force, chaired
by Edward J. D upke, CPA/ABV,
developed the standards draft after

intensive analyses of standards issued
by the American Society of Apprais
ers, the National Association of Certi
fied Valuation Analysts, the Institute
of Business Appraisers, and other
organizations.
All CPAs will still be bound to com
ply with the AICPA Code of Profes
sional Conduct rules 102 and 201 and
the Statement on Standards for Con
sulting Services No. 1. The new busi
ness valuation standards will provide
CPAs with definitive rules for provid
ing services in the growing business
valuation profession. They will also
aid in affirming the ABV as the pre
mier business valuation credential.
For more information about the
standards, contact James C. H. Feld
man, CPA/ABV, AICPA Manager of
Business Valuation and Litigation
Services atjfeldman@aicpa.org. For
information about obtaining the ABV
credential, contact Madelaine Feld
man, AICPA Examinations Coordina
tor, at mfeldman@aicpa.org.

Letters to the Editor
CPA Expert encourages readers to
write letters on business valuation
and litigation services issues and on
published articles. Please remember
to include your name and telephone
and fax numbers. Send your letters
by e-mail to wmoran@aicpa.org.
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ISSUES TO CONSIDER IN EVALUATING
A REASONABLE ROYALTY
Christian Tre gillis, CPA/ABV
According to 35 U.S.C. § 284, on
findings of liability in patent litiga
tion, damages are to be “adequate to
compensate for the infringement,
but in no event less than a reasonable
royalty for the use made of the inven
tion by the infringer.” A traditional
starting point for the CPA expert
evaluating a reasonable royalty is the
15 factors identified by the Second
District Court in Georgia-Pacific v. U.S.
Plywood (see the sidebar on page 3).1
Since Georgia-Pacific in 1971, how
ever, several cases have also
addressed and further defined analy
ses that the expert may undertake
and factors that he or she may find
relevant in estimating a reasonable
royalty. These cases involve changes
and clarifications of m ore subtle
issues the CPA expert faces in analy
ses of this type.
Cases su b seq u en t to GeorgiaPacific do not address all 15 factors.
Some factors are further elucidated
in subsequent cases. Other factors,
however, are obvious on their face
value and generally accepted to be
valid and, probably for those rea
sons, have not been at issue in subse
quent cases.

ESTABLISHED ROYALTY

The first Georgia-Pacific factor relates
to whether an established royalty of
the patentee for the subject technol
ogy exists. Georgia-Pacific found that
because there was no established roy
alty, “it is necessary to resort to a
broad spectrum of other evidentiary
facts probative of a ‘reasonable’ roy
alty.” Later, in 1983 in Hanson v.
Alpine Valley Ski Area, Inc., and consis
ten t with several cases since, the
court said that “the reasonable roy
alty may be based upon an estab
lished royalty, if there is one,” and
said further “or if not, upon a hypo
thetical royalty resulting from arms
length negotiations between a will
ing licensor and a willing licensee.”2
N ot surprisingly th en , m uch
debate has ensued over what makes
an established royalty rate, with a
minimum of case law for guidance
on this point. According to the court
in Rude v. Wescott, it takes more than
just a single license agreem ent to
define an established royalty. A roy
alty must be paid by several licensees
to show general acquiescence.3Addi
tionally, in Trell v. Marlee Electronic
Corp., the Federal Circuit found that

licenses for foreign sales may offer
less weight than those for U.S. sales.4
In Fonar Corp. v. General Electric Co.,
however, as affirmed by the Federal
Circuit in 1997, an established royalty
was found to be limited to an agree
ment between the parties.5
Although Georgia-Pacific identified
the royalties received by the patentee
for the patented technology as but
one factor to be considered in deter
mining a reasonable royalty, courts
have found in cases since, that only
when no established royalty is avail
able, can a hypothetical negotiation
be analyzed. However, the parame
ters defined in the Fonar case pre
clude the determination of an estab
lished royalty rate in most cases.
LICENSES NEGOTIATED IN A DISPUTE

Though the first two Georgia-Pacific
factors relate to the licensing history
of the parties, agreements reached
in response to allegations of
infringem ent or patent invalidity
have been found to be irrelevant in
determ ining a reasonable royalty.
Similarly, Rule 408 of the Federal
Rules of Evidence provides that evi
dence of agreements or negotiations
regarding a disputed claim or in
“compromise negotiations” is not
admissible. According to Hanson,
licenses negotiated when litigation
“was th re a te n e d or p ro b ab le...
should not be considered evidence
of an established royalty since license

1 Georgia-Pacific Corp. v. U.S. Plywood-Champion Papers, Inc., 318 F. Supp. 1116 (S.D.N.Y. 1970), modified and af f' d, 446 F.2d 295 (2d Cir.), cert. denied, 404 U.S. 870 (1971).
2 Hanson v. Alpine Valley Ski Area, Inc., 718 F.2d 1075, 1078 (Fed. Cir. 1983).
3 Rude v. Wescott, 130 U.S. 152(1889).
4 Trell v. Marlee Electronic Corp., 912 F.2d 1443 (Fed. Cir. 1990).
5 Fonar Corp. v. General Elec. Co., 107 F.3d 1543 (Fed. Cir. 1997).
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GEORGIA-PACIFIC FACTORS
The royalties received by the patentee for the licensing

10. The nature of the patented invention; the character of

of the patent in suit, proving or tending to prove an

the commercial embodiment of it as owned and pro

established royalty.

duced by the licensor; and the benefits to those who
have used the invention.

2.

The rates paid by th e licensee for th e use of other
patents comparable to the patent in suit.

The extent to which the infringer has made use of the

The nature and scope of the licensee, as exclusive or

that use.

invention; and any evidence probative of the value of
3.

non-exclusive; or as restricted or non-restricted in terms
of territory or with respect to whom the manufactured

The portion of the profit or of the selling price that may

product may be sold.

be customary in the particular business or in compara

The licensor’s established policy and marketing program

analogous inventions.

ble businesses to allow for the use of the invention or
4.

to maintain its patent monopoly by not licensing others
to use the invention or by granting licenses under spe

The portion of the realizable profit that should be cred

cial conditions designed to preserve that monopoly.

ite d to th e in v en tio n as d is tin g u is h e d from nonpatented elements, the manufacturing process, busi

5.

The commercial relationship between the licensor and

ness risks, or significant features or improvements

licensee, such as, whether they are competitors in the

added by the infringer.

same territory in the same line of business; or whether
14. The opinion testimony of qualified experts.

inventor and promoter.
6.

The effect of selling the patented specialty in promoting

The amount th at a licensor (such as the patentee) and

sales of other products of the licensee; the existing

a licensee (such as the infringer) would have agreed

value of the invention to the licensor as a generator of

upon (at the tim e the infringement began) if both had

sales of its non-patented items; and the extent of such

been reasonably and voluntarily trying to reach an

derivative or convoyed sales.

ag re e m e n t; th a t is, th e am ou n t w hich a prudent

The duration of the patent and the term of the license.

obtain a license to manufacture and sell a particular

licensee— who desired, as a business proposition, to
article embodying the patented invention— would have
8.

The established profitability of the product made under

been w illing to pay as a royalty and yet be able to

the patent; its commercial success; and its current pop

m ake a reasonable profit and which am ount would

ularity.

have been acceptable by a prudent patentee who was
willing to grant a license.

9.

The utility and advantages of the patent property over
the old modes or devices, if any, that had been used for
working out similar results.

fees n e g o tia te d in the face of a
threat of high litigation costs may be
strongly influenced by a desire to
avoid full litigation.” However, in
Deere & Co. v. International Harvester
Co., a license agreement between the
plaintiff Deere and a third-party
licensee n e g o tia te d d u rin g the
course of the case was found to be
admissible, even though the license
agreement called for a reduction in

rate should there be a finding of
invalidity to certain claims of the
patent-in-suit.6
These cases refer to the effects
on a royalty rate that stem from a
disp u te, effects th a t may bias a
negotiated royalty rate either up or
down. It may be u n rea listic to
expect that agreements are entered
into without any threat of litigation,
because it is often the threat of liti

gation that compels a licensee to
pay royalties, w hether explicitly
stated or not. When this effect has
influenced the rate, however, courts
have excluded some agreem ents
from consideration.
POST-NEGOTIATION INFORMATION

It may seem intuitive that in a hypo
thetical negotiation that would take
place on the date of first infringe-

6Deere & Co. v. International Harvester Co., 710 F.2d 1551, 1557 (Fed. Cir. 1983).
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merit, it would be im possible to
know exactly what would happen in
the future (for example, product
profitability and commercial suc
cess). The trend, however, has been
increasingly to permit the inclusion
of information learned after the date
of negotiation in the determination
of a reasonable royalty.
Panduit Corp. v. Stahlin Bros. Fibre
Works, Inc., a case normally cited as
a gatekeeper to lost profits damages
in patent litigation, also held that
the lack of pricing changes in the
five years after the date of first
infringem ent was relevant to the
d eterm ination of a royalty rate .7
A ccording to Fromson v. Western
Litho Plate & Supply Co., a court is
permitted, and often required, “to
look to events and facts th a t
occurred thereafter and that could
n o t have been known to or p re 
dicted by the hypothesized negotia
tors. ...to correct uncertain prophe
cies in such circumstances is not to
charge the offender with elements
of value non-existent at the time of
his offense. It is to bring out and
expose to light the elem ents of
value th a t were th e re from the
beginning.”89
In Susan M. Maxwell v. J. Baker,
Inc., jury instructions included the
following: “In determining the result
of such a hypothetical negotiation,
you may consider facts and events
th a t o ccu rred after the alleged
infringem ent began, even though
they would not have been known to
the parties at the time of the hypo
thetical negotiation.”9
Although it may seem incongru
ous to analyze a hypothetical nego
tiation considering inform ation
unavailable at th a t tim e, courts

have tended to perm it analysis of
data that later came to light. On
the other hand, in Radio Steel &
Mfg. Co. v. MTD Prods., Inc., a rea
sonable royalty has also been deter
mined without reference to events
following initial infringem ent, or
that evidence was admitted but was
given little or no weight.101

Additional Resources
This article is limited in scope to a
brief discussion of several signifi
cant cases since Georgia-Pacific,
but does not purport to provide a
comprehensive summary of case
law on the subject. More discus
sion on factors that may be consid

COMPETITORS

ered in the determination of a rea

The fifth Georgia-Pacific factor relates
to the com m ercial rela tio n sh ip
between the patentee and licensee:
commonly the question of whether
they compete directly. In GeorgiaPacific, a lack of evidence precluded
specifically quantifying the effect of
the competitive position of the par
ties. In Mickowski v. Visi-Trak Corp., in
which the patentee had a licensing
history of a range of 15% to 20% of
sales, the high end of the range was
aw arded by the court, in p a rt
because Mickowski and Visi-Trak
were direct competitors.11
In various cases, courts have
p o in te d ou t th a t dam ages, as
defined, risk compelling the grant
ing of a license to the infringer. In
Stickle v. Heublin, Inc., the Federal
Circuit found that “the trial court
may award an amount of damages
g rea ter than a reasonable roy
alty. .. [because] the infringer would
have nothing to lose, and everything
to gain if it could count on paying
only the normal, routine royalty non
infringers might have paid.”12This is
sometimes called a “reasonable roy
alty for an infringer.”

sonable royalty rate can be found

THE INFRINGER'S PROFIT

Inconsistency exists on the question
o f the im p o rt of profits of the
in frin g er. In Georgia-Pacific, the

in other sources, such as:
Intellectual Property Infringement
Damages, 2nd ed., by Russell L.
Parr (1 9 9 9 )
Litigation Services Handbook: The
Role of the Financial Expert, 3d ed.,
Roman L Weil et al., eds., (2 0 0 1 )

Appeals Court for the Second Cir
cuit red u c e d the royalty rate
awarded by the district court specifi
cally to allow the defendant to earn
some amount of profit for the sale of
the product—the average profit mar
gin earned on all of the infringer’s
products. The trend has been away
from that way of thinking, however,
as articulated in State Industries, Inc. v.
Mor-Flo Industries, Inc., in which the
Federal Circuit said there is no rule
that a reasonable royalty could not
be greater than an infringer’s net
profit margin.13
NON-INFRINGING ALTERNATIVES

Georgia-Pacific factor num ber nine
relates to the “.. .utility and advantage
of the patent property over the old
modes and devices....”14In Grain Pro
cessing v. American Maize-Products Co.,
however, the court ruled that a noninfringing alternative that was not

7 Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152,1162 (6th Cir. 1978).
8 Fromson v. Western Litho Plate & Supply Co., 853 F.2d 1568, 1571 (Fed. Cir. 1988).

9 Susan M. Maxwell v. J. Baker, Inc., 86 F.3d 1098 (Fed. Cir. 1996), cert. denied, 520 U.S. 1115 (1997).
10 Radio Steel & Mfg. Co. v. MTD Prods., Inc., 788 F.2d 1554 (Fed. Cir. 1986).
11 Mickowski v. Visi-Trak Corp., 36 F. Supp. 2d 17 1 , 1810 (S.D.N.Y. 1999), aff'd , 230 F.3d 1379 (Fed. Cir. 2000).
12 Stickle v. Heublin, Inc., 716 F.2d 1550, 1563 (Fed. Cir. 1983).

13 State Indus. Inc. v. MorFlo Indus. Inc., 883 F.2d 1573, 1580 (Fed. Cir. 1989), cert. denied, 493 U.S. 1022 (1990).
14 Georgia-Pacific Corp. v. U.S. Plywood-Champion Papers, Inc., 318 F. Supp. 1116 (S.D.N.Y. 1970), modified and af f' d, 446 F.2d 295 (2d Cir.), cert. denied, 404 U.S. 870 (1971).
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produced, but was available, should
be considered in evaluating the
increm ental value of the covered
technology.15 In that case, the royalty
was limited to 3% of sales because of
the cost savings that could be realized
by using the patented technology
instead of the available, but unused,
technology (there was no price dif
ferential between the products).
ROYALTY BASE

The question of the royalty base on
which to apply the royalty rate has
evolved since Georgia-Pacific, but is
still subject to debate. The “Entire
Market Value Rule,” was articulated
in Marconi Wireless Telegraph Co. v.
United States in the 1940s. The rule
calls for damages related to infringe
ment of a patent that covers only a
component piece to a larger system
to be based on sales of the entire
apparatus if the patented element
“was of such paramount importance
that it substantially created the value
o f the c o m p o n e n t p a rts .”16 This
larger royalty base was normally lim
ited to situations in which the
unpatented and patented compo
nents are part of the same machine.
In Western Electric Co. v. Stewart-Warner
Corp., for exam ple, the covered
product was a chip that was part of a
semiconductor, but royalties were
calculated on the sales of the entire
semiconductor, not just a price on
chips.17
In 1977, Tektronix, Inc. v. United
States addressed this question by
commenting that one test is whether
“norm ally the p a te n tee (or its
licensee) can anticipate sale of such
unpatented components as well as of
the patented” ones.18In Leesona Corp.
v. United States, the court found that

“it is not the physical joinder or sepa
ration of the contested items that
determ ines th eir inclusion in or
exclusion from the compensation
base, so much as their financial and
m arketing d e p e n d en c e on the
patented item under standard mar
keting procedures for the goods in
question.”19In 1995, in Rite-Hite Corp.
v. Kelley Co., Inc., the court stated that
the patented and non-patented com
ponents were required to be part of
“one assembly” or “a single function
ing unit.”20 In Fonar Corp. v. General
Electric, the court identified the high
lighting of the patented feature in

The Georgia-Pacific factors
provide a starting point,
not a finish.
technical literature and brochures as
indicative of the “basis for customer
dem and” for the entire machine.21
Finally, in Bose Corp. v. JBL, Inc., a
variety of elements were found to
dem onstrate a link betw een the
patented feature (an elliptical port
tube) and dem and for the entire
value of the loudspeakers of which
the port tube was a part. The ele
ments included acknowledgement
from the d e fe n d a n t’s m arketing
executives of the import of the fea
ture, marketing materials and sales
perform ance on in troduction of
products that included the patented
feature.22
COLLATERAL SALES

Given that sales of unrelated prod
ucts that accom pany sales of the

patented product would be of value
to the parties, b u t ca n n o t be
included in the royalty base, courts
have held that this value is manifest
in upward pressure on the royalty
rate. The specific effect, however,
may be difficult to quantify. In Deere,
for example, the District Court wrote
that the defendant “should have
been willing to pay a very substantial
percentage of net sales royalty, even
exceeding its expected profit on (the
patented product), to protect its
(collateral product) sales and prof
its.” But the final impact of collateral
sales in the damage award was simply
to provide upward support to the
separately reached royalty rate, as
affirmed by the Federal Circuit.
A START, NOT A FINISH

Georgia-Pacific v. U.S. Plywood and its
15 factors, even today, provide a
starting point for the CPA expert
determ ining a reasonable royalty
rate as a m easure of damages in
patent infringement litigation. Since
the Georgia-Pacific case was finally
decided in 1971, subsequent cases
have changed and clarified more
subtle issues faced in analyses of this
type. Additionally, the 15th factor, as
articulated in the Georgia-Pacific opin
ion, is wide enough in scope to per
mit a variety of other analyses to pos
sibly be considered, so these factors
should be interpreted as providing a
starting point—not a finish.

Christian Tregillis, CPA/ABV, is the leader
of Deloitte & Touche’s Intellectual Prop
erty Services practice in Southern Califor
nia. He can be reached at 213-996-5917 or
ctregillis@deloitte.com.

15 Grain Processing Corp. v. American Maize-Products Co., 185 F.3d 1341 (Fed. Cir. 1999).

16 Marconi Wireless Telegraph Co. v. United States, 99 Ct. Cl. 1, (Ct. Cl. 1942), a ff'd in part and vacated in part, 320 U.S. 1 (1943).
17 Western Elec. Co. v. Stewart-Warner Corp., 631 F.2d 333 (4th Cir. 1980), cert. denied, 450 U.S. 971 (1981).
18 Tektronix, Inc. v. United States, 213 Ct. Cl. 257, 552 F.2d 343, 351 (Ct. Cl. 1977), amended, 213 Ct. Cl. 307, 557 F.2d 265 (1977).
19 Leesona Corp. v. United States, 220 Ct. Cl. 234, 599 F.2d 958, 974 (Ct. Cl.) cert. denied, 444 U.S. 991 (1979).
20 Rite-Hite Corp. v. Kelley Co., Inc., 56 F.3d 1538, 1550 (Fed. Cir. 1995).
21 Fonar Corp. v. GeneralElec. Co., 107 F.3d 1543, 1552 (Fed. Cir. 1997).
22 Bose Corp. v. JBL, Inc., 274 F.3d 1354 (Fed. Cir. 2001).
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APPLYING THE INCOME APPROACH IN QUANTIFYING
PREMIUMS AND MINORITY DISCOUNTS
Kristin Lindgren, CPA/ABV
You’re wrapping up the quantitative
stage of business valuation of a con
trol interest in a closely held com
pany for estate tax purposes. You’ve
applied the capitalized net earnings
approach and the public guideline
company method. All you need now
is a control premium to apply to the
public guideline company method
and you’re done. Right?
But what happens when you pull
out Houlihan, Lokey, Howard and
Zukin’s Mergerstat Review and the
related industry discounts are well
out of the “normal” range or based
on very few or dated transactions?
Or, what if you can’t’ find data relat
ing to your industry at all?
We’ve run across this problem,
and many variations thereof, when
we really can’t hang our hat solely on
merger and acquisition data in calcu
lating control premiums and minor
ity discounts. In looking for a more
company-specific means to quantify
ing control premiums and minority
discounts, we’ve been using the
income approach as a tool in calcu
lating control premiums and minor

ity discounts. We estimate the value
of the subject company using both a
control and minority based earnings
stream. The variance between the
two estimates of value may then be
divided by the appropriate denomi
nator (either the control or minor
ity-based value estim ate), and we
have an estimate of a control pre
mium or minority discount.
As valuation professionals, we’ve
all been exposed to the concept that
when using the income approach,
valuators must be careful not to con
fuse these control-based adjustments
with norm alization adjustm ents.
Normalization adjustments include
items of an abnormal or nonrecur
ring nature, such as:
• Adjusting tax-basis depreciation
to book.
• Tax-affecting an S corporation’s
net income.
• Adjusting for the disposition of a
line of business.
• A change in accounting principle.
• The effects of a plant fire on a
particular year’s earnings.
Normalization adjustments are

generally made for both minority
and control-based valuations since
businesses are valued on the basis of
expected fu tu re perform ance.
Abnormal and nonrecurring events
are generally not expected and thus
generally not included in an esti
mate of future earnings.
CASE IN POINT

As an example, let’s say we’re valuing
a 100 percent interest in an S corpo
ration for estate tax purposes. We’ve
decided that the capitalized histori
cal earnings method and the public
guideline company method are the
most appropriate means of valuing
this particular entity.
We begin with the GAAP-basis
compiled historical financial state
ments over the previous five years.
Since the company’s financial and
market conditions have rem ained
fairly stable, and no new changes are
expected to take place in the fore
seeable future, we feel satisfied rely
ing on historical income data, rather
than projected future operations
(see table 1).

Table 1: Capitalized Historical Earnings Approach— Calculating Normalized Net Earnings— Minority

S corporation income (per compiled
financial statement)

1996

1997

1998

1999

2000

$ 2 ,0 0 0 ,0 0 0

$ 2 ,1 0 0 ,0 0 0

$ 2 ,5 0 0 ,0 0 0

$ 3 ,0 0 0 ,0 0 0

$ 3 ,2 0 0 ,0 0 0

Gain on sale of investment in land
(nonoperating)
Amortization of covenant not to compete
LIFO change
Y2K consulting fees
Normalized income before taxes— minority
Less normalization income taxes— 38%
Normalized net earnings— minority

6

(5 0 ,0 0 0 )
5 0 0 ,0 0 0

5 0 0 ,0 0 0

-

-

-

5,0 0 0

1 0 ,0 0 0

1 0 ,0 0 0

1 5 ,0 0 0

1 0 ,0 0 0

-

-

-

5 0 ,0 0 0

-

2 ,5 0 5 ,0 0 0

2 ,6 1 0 ,0 0 0

2 ,5 1 0 ,0 0 0

3 ,0 1 5 ,0 0 0

3 ,2 1 0 ,0 0 0

9 5 1 ,9 0 0

9 9 1 ,8 0 0

9 5 3 ,8 0 0

1 ,1 4 5 ,7 0 0

1 ,2 1 9 ,8 0 0

$ 1 ,5 5 3 ,1 0 0

$ 1 ,1 6 1 8 ,2 0 0

$ 1 ,5 5 6 ,2 0 0

$ 1 ,8 6 9 ,3 0 0

$ 1 ,9 9 0 ,2 0 0
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Table 2: Calculating Normalized Net Earnings— Control
1996

1997

1998

1999

2000

$ 2 ,5 0 5 ,0 0 0

$ 2 ,6 1 0 ,0 0 0

$ 2 ,5 1 0 ,0 0 0

$ 3 ,0 1 5 ,0 0 0

$ 3 ,2 1 0 ,0 0 0

Salary adjustment to reflect market

6 0 0 ,0 0 0

6 5 0 ,0 0 0

6 5 0 ,0 0 0

7 5 0 ,0 0 0

7 7 5 ,0 0 0

Adjustment for market value of rented office

(2 0 ,0 0 0 )

(2 0 ,0 0 0 )

(2 0 ,0 0 0 )

(2 0 ,0 0 0 )

(2 0 ,0 0 0 )

1 0 ,0 0 0

1 5 ,0 0 0

1 0 ,0 0 0

5,0 0 0

5 ,0 0 0

Normalized income before taxes— control

3 ,0 9 5 ,0 0 0

3 ,2 5 5 ,0 0 0

3 ,1 5 0 ,0 0 0

3 ,7 5 0 ,0 0 0

3 .9 7 0 ,0 0 0

Normalized income taxes— 38%

1 ,1 7 6 ,1 0 0

1 ,2 3 6 ,9 0 0

1 ,1 9 7 ,0 0 0

1 ,4 2 5 ,0 0 0

1 ,5 0 8 ,6 0 0

$ 1 ,9 1 8 ,9 0 0

$ 2 ,0 1 8 ,1 0 0

$ 1 ,9 5 3 ,0 0 0

$ 2 ,3 2 5 ,0 0 0

$ 2 ,4 6 1 ,4 0 0

Normalized income before taxes— minority

Adjustment for travel and entertainment

Normalized net earnings— control

The first step is to “normalize” the
income stream for nonrecurring and
abnormal items such as estimated
income taxes, the gain on the sale of
a nonoperating asset, the annual
LIFO adjustment, and all those con
sulting fees paid to ensure they were
Y2K compliant.
The resulting earnings stream is a
minority-based, normalized earnings
stream . W e’re valuing a control
interest, however, and as stated pre
viously, when using the incom e
approach, nearly all of the control
aspects are found in the economic
benefit stream, not in the capitaliza
tion rate.
Accordingly, we then make the
necessary adjustments to translate

our income stream into a controlbased income stream. In conducting
this process, we need to determine
what income and expense items are
unnecessary, or the product of a
business owner’s personal prefer
ence.
We determine that the replace
ment value of the company’s presi
dent and his son, the vice president,
as well as other related members of
management, could have a marked
increase in the subject company’s
net income. We also adjust for rents
paid to the business owners that are
not indicative of market prices, and
the effects of excess of travel and
entertainm ent expenditures (see
table 2).

We now have both a minority and
control-based earnings stream and
are ready to calculate the dual esti
mates of value, using a 12.5% capital
ization rate (see table 3).
WE KEEP GOING

Most valuators stop here. Using the
two estimates of value, however, we
may then take the difference in the
resultant values as a numerator and
use the respective control or minor
ity indication of value as denomina
tor to calculate an estimated minor
ity discount or control premium (see
table 4).
Since w e’re valuing a control
interest, and we’re also relying on
the public g u ideline com pany

Table 3: Calculation of Value Estimates
1996

19 9 7

1998

1999

2000

Weighted average factor

1 .0

1.0

2.0

3 .0

3.0

1 0 .0

Weighted normalized net
earnings— minority

$ 1 ,5 5 3 ,1 0 0

$ 1 ,6 1 8 ,2 0 0

$ 3 ,1 1 2 ,4 0 0

$ 5 ,6 0 7 ,9 0 0

$ 5 ,9 7 0 ,6 0 0

$ 1 7 ,8 6 2 ,2 0 0

Weighted average— minority

1 ,7 8 6 ,2 2 0

Net earnings cap rate

12.50%

Capitalized historical earnings— minority
Weighted normalized net
earnings— control

1 ,9 1 8 ,9 0 0

Weighted average— control
Net earnings cap rate
Capitalized historical earnings— control

$ 1 4 ,2 8 9 ,7 6 0
2 ,0 1 8 ,1 0 0

3 ,9 0 6 ,0 0 0

6 ,9 7 5 ,0 0 0

7 ,3 8 4 ,2 0 0

2 2 ,2 0 2 ,2 0 0
2 ,2 2 0 ,2 2 0
12.50%
$ 1 7 ,7 6 1 ,7 6 0

7
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m ethod, which generally yields a
minority-based value, the 24.3 per
cent control premium, as indicated
above, may then be applied in quan
tifying a control premium for use in
the public g u ideline com pany
method. This approach should be
used in conjunction with the Merger
stat Review data and should add cred
ibility to your estimated application
of a premium or discount.
As valuation professionals, most
of us generally rely on Mergerstat data
to assist us in quantifying control
premiums and minority discounts.
These transactions, however, often
represent the motives of a strategic
buyer. Especially when performing
valuations under the guidelines of
Revenue Ruling 59-60, the elements
of strategic value should be avoided.
The use of Mergerstat Review data,
while extremely useful and widely
accepted, may actually skew the ulti
mate valuation conclusion, when

Table 4: Calculating a Minority Discount and Control Premium
Difference between control
and minority estimates of value
Control-based value estimate
Implied minority discount
Minority-based value estimate
Implied control premium

considering the circumstances of a
“hypothetical” buyer and seller.
Accordingly, we suggest supple
menting the Mergerstat Review data
with the use of the income approach
in quantifying control premiums and
m inority discounts. Especially in
determining the fair market value of
a closely held entity, the supporting
evidence relating to the applicable
control prem ium or minority dis
count will add credibility to your valu
ation conclusion. Finally, the IRS sup

MARKETING LITIGATION SERVICES:
SOME SPECIAL ISSUES
M ichael G. Kaplan, CPA, CVA, CFFA
CPA firms can use approaches to marketing their services that are adequate for most,
if not all, of the services they offer. Even so, every service or industry niche has unique
or special issues that firms can’t address with a “one-size-fits-all”approach. Litigation
and business valuation services are areas that require that special issues be addressed.
Michael G. Kaplan, CPA, CVA, CFFA, cofounder of Kaplan Abraham Burket &
Company, Woodland Hills, California, explains some of these issues in the following
selections from “How to Market a Litigation Consulting Service Niche, ” a chapter in
Marketing a Consulting Niche, edited by Allan D. Koltin, CPA (New York:
AICPA, 2001).
Among the many issues Kaplan addresses are the marketing benefits of joining a
national or international CPA firm association, focusing on individual CPA expert’s
identities rather than firm identity, and exploiting opportunities that arise from success
ful cases. (Marketing a Consulting Niche also contains a chapter “How to Market a
Business Valuation Services Niche” by James L. “Butch” Williams, CPA/ABV, former
chair of the AICPA Business Valuation Subcommittee.)
JOINING AN ASSOCIATION

Many local and regional firms
become members of national and
international CPA firm associations
in order to compete more effectively
with international accounting and
8

$ 3 ,4 7 2 ,0 0 0

consulting firms. These associations
provide firm management a forum
for the sharing of experiences and
problems common to all firms. The
associations offer opportunities for
member firms to provide their staff

$ 1 7 ,7 6 1 ,7 6 0
19.5%
$ 1 4 ,2 8 9 ,7 6 0
24.3%

ports the theory underlying the use of
an income stream in assessing the
value of control, and it has been our
experience that the application of
this methodology significantly helps
our clients understand the concept of
control versus minority values. X
Kristin Lindgren, CPA/ABV, is an associate
w ith L e fk o w itz , G a rfin k e l, C ham pi &
DeRienzo, PC, a full service regional CPA
and consulting firm in Providence, Rhode
Island. She can be reached at 4 0 1 -4 2 1 4 8 0 0 or klindgre@lgcd.com.

with quality in-house education that
is more extensive and more effective
than the firms may be able to pro
vide individually. The associations
provide tax, audit, and consulting
practitioners the opportunity to net
work with their counterparts in the
other m em ber firms and to draw
upon the skills and experiences of
their counterparts.
A major benefit that a firm derives
from membership in this type of asso
ciation is the marketing advantage. A
firm that can market itself as being
supported by the resources of an
international network has a clear
advantage when soliciting a potential
client that has business activities out
side the firm’s immediate geographic
service area. The marketing advan
tage extends even beyond the geo
graphic issues. O ften an engage
m ent—audit, tax, consulting, or
litigation—may require specialized
technical resources, practitioner
experience, or industry skills that the
firm does not possess. The ability to
draw upon the resources of the asso
ciation and bring in the appropriate
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representatives of other m em ber
firms as consultants may be the factor
that enables the firm to secure a par
ticularly interesting or profitable
engagement.
To take best advantage of the
resources of an international associa
tion requires that a representative or
representatives from each service
area of the firm actively participate
in the organization. Many of the
organizations have committees or
networks that serve specific practice
areas. Litigation is one practice area
commonly represented by a commit
tee. The most effective litigation
committees have regular meetings
during which the firm representa
tives have the opportunity to meet
and discuss th e ir engagem ents,
recent experiences of the practition
ers, recent case law affecting all of
the m em ber firms, case m anage
ment, and marketing of litigation
services. Some litigation committees
also maintain databases of publica
tions, curriculum vitae, library mate
rials, and case experiences of the
members, so that the member practi
tio n ers can readily access the
resources of other firms in the asso
ciation. Litigation committees often
have e-mail networks and bulletin
boards in which the members can
share relevant and timely informa
tion, developm ents, and experi
ences.
Remember, the resources offered
by membership in an international
association and its litigation commit
tee provide excellent m arketing
opportunities. These opportunities
are directed both at the firm’s own
prospective client base and at the
other member firms in the associa
tion. When meeting with attorneys
to discuss potential new cases, the
firm ’s litigation professionals can
represent that the firm has corre
spondents in various cities across the
country and outside the country,
and that these correspondents give
the firm the ability to have represen
tation at meetings, document pro
duction, and other litigation-related
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events, on a cost-effective basis. The
representation of this capability is
more believable to prospective attor
neys and clients, however, when the
firm ’s litigation professionals can
also represent that the correspon
dents are true colleagues with whom
they meet regularly and with whom
they share common education, pro
fessional standards, and experiences.
It is also important to market your
firm’s services to other members of
the litigation committee. Remem
ber, if they are serious about using
the com m ittee’s resources effec
tively, they too will look to other
firms for support.
If your firm is to be called upon
regularly by others in the group,
your firm must be highly visible and
perceived as being highly capable.
O ther members must be aware of
your firm ’s capabilities and must
view your firm as a leader in the liti
gation field. The m em bers m ust
know where your offices are located
and the types of cases you are han
dling. Make the o th e r m em bers
aware when your professionals par
ticipate in cases that have become
published opinions or are otherwise
“high profile.”
Do not forget, the firm whose rep
resentatives lead the litigation com
mittee will get more referral business
than the firm whose representatives
are merely passive members. Accord
ingly, if your professionals have the
skills, they should seek to chair the
committee, present or arrange for
the presentation of continuing edu
cation, or fulfill otherwise highly visi
ble roles on the committee.
EXPERT CPA OR EXPERT CPA FIRM?

Whom does a litigation attorney
want to retain when designating an
expert? Does the attorney designate
an accounting or consulting firm, or
does the attorney designate an indi
vidual? The answer, almost invari
ably, is the individual.
Accordingly, litigation attorneys
often regard the reputation of the
accounting firm as a less significant

ABV Alert
ABV holders, are you getting the
AICPA A B V E-Valuatlon Alert?
T his

is th e

m o n th ly e -m a il

n e w s le tte r distribu ted only to
holders of the ABV credential.
If you’re not getting it, then we
either have an incorrect e-mail
address for you, or we don’t have
your address. If you wish to get
this new sletter, send your cur
re n t e-m ail address to Nayda
Rey’s attention at the ABV mail
box: abv@aicpa.org. ABV holders
only please.

factor than the reputation of the key
litigation professionals within the
firm . Law firm s and clients th at
retain forensic accountants and
other litigation consultants usually
anticipate that the matter may go to
trial and accordingly usually want to
employ the most highly skilled wit
ness, regardless of experience of the
accounting or consulting firm with
which he or she is affiliated.
At the point in a litigation engage
m ent when the expert’s report is
issued, the individual expert’s name,
rather than the firm’s name, attaches
to the report. When the report is in
the form of a declaration on plead
ing paper, it is logical that the iden
tity of the expert’s firm will be over
shadow ed by the identity of the
expert. However, even when the
expert’s report is on firm letterhead,
in a binder bearing the firm’s name
and logo, and contains extensive
background information about the
firm, the primary authorship and
identity of the report rests with the
individual expert. The attorneys, the
parties, and the court usually will
refer to the report as “Mr. Expert’s
R ep o rt” rath e r than “Prom inent
Firm’s Report.”
Unlike audit services, for which
the report and the accounting firm
are the crucial variables affecting the
credibility of services, in the majority
9
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of litigation engagements, the cre
dentials and presentation of the indi
vidual expert are usually the most
im portant variables affecting the
credibility of services. In the render
ing of audit services, and perhaps
certain types of consulting services,
the professionals are often inter
changeable. The audit client wants
an unqualified opinion issued by a
well recognized CPA firm. The part
ner reviewing the working papers
and the partner signing the report
have no im pact upon the signifi
cance of the report or the client’s
perception of the value of the ser
vices. However, in a litigation
engagement, the professionals are
perceived as being unique, and the
litigation attorneys contracting for
the services usually know and specify
which professionals they want as the
experts in their cases.
The message is clear. The key pro
fessionals in your litigation services
practice must be marketed as promi
nently and as aggressively as the firm
is marketed. The capabilities of your
firm are im p o rtan t when letting
potential clients know that your key
experts have supporting infrastruc
ture and staff. Remember, though,
attorneys buy litigation services
based on the qualifications, profile,
and skills of your key professionals—
the individual experts within your lit
igation services practice.

OPPORTUNITIES ARISING FROM
SUCCESSFUL CASES

Nothing can enhance the image of a
litigation expert better than a suc
cessful outcome in court. Attorneys
prefer to use experts who have been
successful on the stand. It is one
thing to tell an attorney how effec
tive you or others in your firm are in
court. It is another thing for the
attorney to experience, first-hand,
how effective you are.
The beauty of being successful in
the courtroom is that the impact of
your work is seen not only by your
attorney, but also by opposing coun
sel and anyone else who might be
present in the courtroom. In addi
tion, your attorney may choose to sub
mit a summary of the case to the
appropriate legal newspaper for pub
lication in the “Verdicts and Settle
ments” section. These publications
will usually publish a summary of the
case and its outcome, including the
nam es of the attorneys and the
experts. If your case is published in
“Verdicts and Settlements,” the whole
litigation community will have the
opportunity to learn of your work.
It is wise to capitalize upon the
afterglow of a case. Follow up with
your attorney to find out his or her
comments about your work and your
firm’s work. Your follow-up call will
usually be well received as it indi
cates that you care. It also keeps the

Attention ABVs!
For those ABV credential holders
who have sent in their Reaccredita tio n /C P E forms, please note
that after the appropriate commit
tee looks at these forms you will
be notified as to your status. If
you have not sent in your forms
please do so as soon as possible.
Your Reaccreditation/CPE forms
were due on December 31, 20 01 ,
if you took the November 1 9 9 7
ABV exam. Please send forms to
Madelaine Feldman, Exams Coor
dinator, AICPA, 1 2 1 1 Avenue of
th e A m e ric a s , N ew Y o rk , NY
1 0 0 3 6 . You may fax the forms to
21 2-596-6025. Madelaine’s direct
phone number is 2 1 2 -5 9 6 -6 0 1 6 ,
e-mail mfeldman@aicpa.org.

door open to new cases th at the
attorney may have.
Do not be surprised if you are con
tacted by opposing counsel. Again,
attorneys prefer to use experts who
are successful on the stand. It is not
at all uncommon for an attorney to
retain an expert who was the oppos
ing expert in a prior matter. X
Editor’s Note: Marketing a Consulting Niche can be
o b ta in e d by calling the AICPA M em ber Satisfac
tion team at 888-777-7077 and asking for p roduct
no. 056508. Prices: AICPA m em bers: $52; n o n 
mem bers, $65.

Protecting Clients' Privacy

you are significantly engaged in provid

sional Conduct, but th e FTC d eter

ing individual clients with products or

mined that it did not have the author

Annual client notifications must begin

services for their personal, family, or

ity to g ra n t su ch an e x e m p tio n

before January 1 , 2 0 0 3 .

household purposes (th at is, for non

because of the broad consumer pro

business purposes) and those products

tection language of the Gramm-Leach-

or services fall within the law ’s very

Biiley Act. The AICPA will seek leg

If, like many CPAs, you prepare individ
ual tax returns or provide nonbusiness
tax or financial planning advice, you are
required to comply with the GrammLeach-Bliley Act and the related Federal
Trade Commission (FTC) regulations
restricting the disclosure of personal

broad definition of financial products or

is la tiv e re lie f, but until th e re is a

services. The term financial products

change in the law, CPAs must comply.

and services includes tax return prepa
ration and tax and financial planning, as
well as many other activities.

To access the “Revised AICPA Member
Practice Guide on the Privacy Protection
Provisions of the Gramm-Leach-Bliley

financial information of certain individ

The AICPA sought an exemption from

Act and Related Federal Trade Commis

ual clients. You are also required to dis

the notification requirements because

tribute privacy notices to those clients.

of the stricter requirements of their

sion Regulations,” visit the AICPA Web
site at http://aicpa.org/public/download/news/ftc.doc

You are subject to these provisions if

members’ enforceable Code of Profes

or the Tax Center of CPA2Biz.
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FYI
MONEY LAUNDERING:
AICPA SHARES RESOURCES
WITH UK
The AICPA Litigation and Dispute
Resolution Services Subcommittee
(LDRS) invited Peter Silk, Chairman
of the Institute of Chartered Accoun
tants in England and Wales (ICAEW)
Litigation Support Group (LSG), to
attend the 2001 AICPA Fraud and
Litigation Services National Confer
ence. Mr. Silk’s attendance was the
kick-off of a joint effort between the
committees to actively share informa
tion and guidance. LDRS Fraud Advi
sory C om m ittee m em ber, Jam es
Trim bach, provided tangible evi
dence of this effort with his presenta
tion at the ICAEW LSG T hird
Annual Conference held May 17,
2002 near Birmingham, England.
Supervisory Special Agent Trim
bach joined the Federal Bureau of
Investigation (FBI) in February 1984.
He has served in the Kansas City,
New York, and Houston field offices.
He is currently an instructor in the
Investigative T rain in g U nit and
teaches FBI agent trainees about
white-collar crime. He also provides
instruction to other law enforcement
agencies and the private sector.
Mr. T rim b ach ’s p resen tatio n ,
Money Laundering— The FBI Perspec
tive, provided an overview of what
money laundering is, how it is accom
plished, the role of accountants and
forensic accounting, and finally
money laundering laws, including
the USA PATRIOT Act of 2001.
Money laundering is a process by
which one conceals the existence,
illegal source, or illegal application
of income and then disguises that
income to make it more legitimate.
According to Mr. Trimbach between
$600 billion and $1.8 trillion is laun
dered making it the third largest
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“business” after foreign exchange
and oil. More money is laundered in
the United States than in any other
nation. Since 1986, over 6,500 con
victions or guilty pleas for federal
money laundering offenses have
been entered.
The m ethods of lau n d erin g
money are often facilitated through
correspondent banking. According
to Mr. Trim bach, correspondent
accounts for foreign banks have
become a “gateway” for illicit funds
to enter the U.S. financial system. He
identified shell banks, offshore banks
and banks in non-cooperating juris
dictions as high-risk foreign banks.
In detecting money laundering
the accountant is viewed as a “gate
keeper” who can recognize possible
money laundering schemes. Willful
blindness on the part of an accoun
tant will be and has been prose
cuted. The money laundering laws
include the Bank Secrecy Act, Title
18, U nited States Code, Sections
1956 and 1957 and the USA
PATRIOT Act of 2001. To act as a
forensic accountant in identifying,
collecting, analyzing, and interpret
ing financial accounting data in this
area specialized knowledge is a must.
To com bat money laundering,
law enforcement, financial institu
tions, and the private sector must
combine their efforts.
C o n trib u ted by S andra K. Jo h n ig an , chair o f the
AICPA Litigation and Dispute R esolution Services
Subcommittee.

BUSINESS VALUATION IN
BANKRUPTCY
The AICPA has published Consulting
Services Practice Aid 02-1, Business
Valuation in Bankruptcy: A Nonauthori
tative Guide. Members of the AICPA
Consulting Services Membership Sec
tion should have received this prac
tice aid as a member benefit. Others
can purchase the practice aid.
As the authors of the practice aid
say, “Business valuations performed
in a bankruptcy context expose prac

titioners to many unique issues not
found in other valuation engage
ments. This practice aid identifies
and discusses a num ber of these
unique issues and provides examples
to help illustrate the topics covered.”
It also identifies the authoritative
and nonauthoritative AICPA litera
ture rela te d to providing bank
ruptcy, valuation, and litigation ser
vices and it includes a substantial list
of bankruptcy and business valuation
resources in print and online.
The practice aid was written by
G rant W. Newton, Professor of
Accounting, Pepperdine University,
Paul N. Shields, Partner, Neilson
Elggren LLP, and Jam es F. Hart,
Vice President, Taylor Consulting
Group, Inc. Newton is the author of
several books on bankruptcy pub
lished by John Wiley & Sons.
Here’s a sample from the section
“Normalization of Earnings for the
Reorganized Entity:”
THE COSTS OF FINANCIAL DISTRESS

As stated previously, the costs of
financial distress tend to be lowest
for entities with a significant amount
of tangible asset value and highest
for entities that possess little tangible
asset value. Regardless of the level of
costs, however, these costs are
divided into two broad categories:
direct costs and indirect costs. The
direct costs of financial distress are
primarily the fees paid by the debtor
to accountants, attorneys, consul
tants, and other professionals relat
ing to the adm inistration of the
bankruptcy estate. The direct costs
of financial distress are relatively easy
to measure.
The indirect costs of financial dis
tress, on the other hand, are difficult
to measure. As an entity begins expe
riencing financial distress, the atten
tion of com pany perso n n el is
diverted from managing assets and
analyzing investment decisions to bat
tling with and appeasing claimants.
This diversion of attention is mani
fest in reduced asset utilization,
increased expenses, em ployee
11
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turnover, and lost business opportu
nities. The impact of these factors on
the value of the debtor represents
the indirect costs of financial distress.
While the indirect costs of finan
cial distress exist p rio r to bank
ruptcy, they may be exacerbated
once the entity files for bankruptcy.
This may occur for two primary rea
sons. First, the diversion of atten
tion m en tio n e d in the previous
paragraph may be intensified. Sec
ond, the revenues of the entity may
be impaired because of reluctance
on the part of customers and sup
pliers to conduct business with an
entity in bankruptcy.
By the time the parties in a bank
ruptcy proceeding are seeking the
approval of a plan of reorganization,
most, if not all, of the costs of finan
cial distress are reflected in the cur
rent operating performance of the
debtor. In fact, if the bankruptcy
proceeding is moving towards a suc

cessful reorganization of the debtor,
many improvements in the debtor’s
operations may have already been
implemented, thereby eliminating
many of the costs of financial dis
tress. Upon successful reorganiza
tion, the direct costs of financial dis
tress are reduced and eventually
eliminated. Accordingly, care must
be given to eliminate bankruptcy
administration costs that will not be
incurred on a go-forward basis.
While the reorganized entity may
shed itself from the indirect costs of
financial distress, they will not be
eliminated as quickly as the direct
costs. Accordingly, some of these
costs may persist for many years sub
sequent to the approval of the plan
of reorganization. It is always impor
tant for the valuation analyst to sub
stantiate the value estimate based on
the underlying economics. However,
the need for underlying support is
rarely more keen than it is in the

M ark Your Calendars!
AICPA National Conference on Fraud and
Advanced Litigation Services
October 31-November 1, 2 0 0 2
Caesars Palace, Las Vegas
AICPA National Business Valuation
Conference
November 1 7 -1 9 , 2 0 0 2
New Orleans
For information about these confer
ences, call 8 8 8 -7 7 7 -7 0 7 7 or visit
www.CPA2Biz.com.

context of a business reorganization.
This is the case because, in many
instances, estimated future perfor
mance may differ significantly from
historical performance. X
Editor’s Note: To obtain Business Valuation in Bank
ruptcy: a Nonauthoritative Guide, call the AICPA Mem
ber Satisfaction team at 888-777-7077 a nd ask for
product no. 055296. Prices: AICPA members, $25.60;
nonm em bers, $32.
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